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Abstract 
This research aims to establish the relationship between capital structure and financial performance in 196 Romanian 
companies listed on the Bucharest Stock Exchange and operating in the manufacturing sector, over a period of eight-years 
(2003-2010). The analysis is based on cross sectional regressions. The capital structure indicators refer to long-term debt, 
short-term debt; total debt and total equity, while return on assets and return on equity are the performance proxies. 
Previous studies indicate asset tangibility, tax, risk, liquidity and inflation as capital structure determinants in Romanian 
manufacturing companies. As long as these factors have an important impact on financing decisions, they will be included 
in the analysis as they are expected to also influence performance. Results indicate that performance in Romanian 
companies is higher when they avoid debt and operate based on equity. However, it seems that manufacturing companies do 
not have sufficient internal funding to undertake profitable investments and do not use their assets effectively. During times 
of increased taxes and inflation profitable companies divest part of their assets reducing their costs. There is an indication of 
risk-taking behavior across manufacturing companies. This show a preference for debt when they are in financial 
difficulties and they face high business risks, or when they cannot settle their debts due to a lack of cash. Due to missing 
data regarding long-term debt ratios, those regression results are not statistically significant. Moreover, the regression 
models referring to return on equity explain a reduced proportion of its variation.  
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1. Introduction  
 
Financing choices refer to major corporate decisions because an optimal capital structure, representing the 
corporate financing mix, can maximize the market share price and the value of the company. Modigliani and 
Miller (1958) demonstrated the irrelevance of capital structure in firm value, although the assumption is 
valuable only in perfect market conditions, where all investors have free access to market information, there are 
zero transaction costs and no tax difference between dividends and capital gains. However, real economies are 
far from perfect and thus many financing decisions theories were developed over time in order to demonstrate 
the purpose of capital mix and its role in company value. A few years after the irrelevance theory, Modigliani 
and Miller (1963) revised the conditions and explained that interest expenses are tax deductible, and therefore 
the value of the firm should increase with higher debt ratios. Over time the capital structure literature developed 
and researchers found many variables that influence both financing decisions and financial performance. This 
research tries to identify how debt-equity mix influences firm performance in manufacturing companies listed 
on the Bucharest Stock Exchange. Previous empirical studies discovered that fixed assets, liquidity, taxation, 
business risk and annual inflation rate are some of the most influential factors for financing decisions in 
manufacturing firms. Therefore these factors will be used as control variables, along with debt and equity ratios, 
in order to study their relationships with firm performance. 
 
2. Literature review 
 
The traditional theory of capital structure strongly believes that the optimal mix of capital ensures a low 
weighted average cost of capital that maximizes the market value per share. But the leverage and equity ratios 
are not sufficient in determining performance, because there are multiple factors interfering in these 
relationships. Akintoye (2009) confirmed the role of business risk, taxes, managerial behavior or financial 
flexibility in the analysis of firm performance. He explained that since the capital structure is based on the 
trade-off between risk and expected return, these are crucial factors in determining a target capital mix. This 
target would guide companies towards an ideal mix of debt and equity that minimizes the cost of capital and 
maximizes the company value. Moreover, any changes made in the level of debt or equity will modify the 
firm’s value. According to tax benefits it is expected that under the tax burden, companies would borrow more 
in order to obtain a higher performance. Some think that performance is the total market value of a firm or the 
sum between market value of equity and value of equity options (Cole and Mehran, 1998; Merz and Yashiv, 
2007). Others consider that company value refers to more than market capitalization, taking into consideration 
the value of firm’s operation assets (Mehran, 1995; Ang et al., 2000; Allen et al., 2007). Either way, firm 
performance reflects how effectively companies manage their resources. There is a multitude of capital 
structure indicators that influence the firm performance and profitability. Previous studies report a positive 
relationship between short-term debt and total debt and performance, but a negative impact from long-term 
debt to profitability expressed through return on equity (Abor, 2005). A negative correlation between leverage 
and performance, described by the ratio of earnings before interest and tax to total assets, was found in the 
Chinese firms (Huang and Song, 2006; Chakraborty, 2010). There are also studies such as Ebaid’s (2009), 
where no significant impact was found between capital structure choices and performance. Studies analyzing 
the impact of financing decisions on performance and profitability usually employ some of the most relevant 
capital structure determinants. Romanian companies use more debt when they want to expand, but they try to 
finance their fixed assets with internal funds. Besides, in order to avoid risks, profitable companies and those 
retaining high liquidities avoid leverage (Serghiescu and Vaidean, 2013). Romanian manufacturing companies 
tend to follow the rule of financing fixed assets with long-term resources and temporary needs with short-term 
debt. The significant direct relationship between debt and tax proves that tax-saving is not the main reason for 
borrowing, because manufacturing companies raise their liabilities when they are low on cash. Therefore, by 
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accessing debt with short-term maturity when they are in financial distress, companies increase their business 
risk. Moreover, there was evidence that companies turn to temporary debt when inflation rate rises (Vatavu, 
2012). 
 
3. Data and methodology 
 
3.1 Sample 
 
The sample analyzed includes 196 listed Romanian companies operating in the manufacturing industry. 
Only one sector was chosen in order to avoid misleading results. Some factors, such as economic risk, vary 
across the corporate domains, and so they influence the capital structure decisions. These become biased, 
affecting the corporate performance, which can vary differently across economic sectors. All companies are 
listed on the Bucharest Stock Exchange. The sample refers to a period of eight years, from 2003 to 2010, and it 
was gathered from the official website of the Bucharest Stock Exchange. 
 
3.2. Variables 
 
Two performance indicators were chosen as dependent variables. Return on assets (ROA) as net income to 
total assets, and return on equity (ROE), the ratio of net income to shareholders’ equity. These refer to how 
much profit firms earn based on their asset investments, and how effectively managers use investors’ funds. 
The independent variables are three debt ratios, the ratios of total liabilities, long-term liabilities and short-term 
liabilities to total assets, and the equity ratio, calculated as the ratio of total equity to total assets (TOTD, 
LGTD, SHTD, TE, respectively). Only one of these independent variables will be used in the regression 
models.The determinants of capital structure in Romanian manufacturing companies will perform as control 
variables in order to explain more of the variance in performance indicators. These variables are asset 
tangibility (TANG), defined as the ratio of fixed assets to total assets, tax (TAX), described by the ratio of tax 
to earnings before interest and tax, business risk (BUSRISK), the ratio of standard deviation of earnings before 
interest and tax to total assets, liquidity (LIQUID), the ratio of current assets to current liabilities, and the 
annual inflation rate (INFL) provided by Eurostat. 
 
3.3 Empirical model 
This study tries to discover some of the variables influencing corporate performance on a time series cross-
sectional data over the 2003 – 2010 periods. ROA and ROE will be regressed on a group of variables, therefore 
performance can be understood as follows: 
 
Profitability = f(debt, equity, tangibility, tax, business risk, liquidity, inflation)                (1) 
The static linear models are presented in the second and third equations: 
 
ROAit = Di + E1CapStrit + E2Tangit + E3Taxit + E4BusRiskit + E5Liquidit + E6Inflit + Hit (2) 
ROEit = Di + E1CapStrit + E2Tangit + E3Taxit + E4BusRiskit + E5Liquidit + E6Inflit + Hit (3) 
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where Di (i = 1…196) is the unknown intercept for every company, t (t=2003..2010) represents the year 
analyzed, the Es are the coefficients for every independent variable and Hit is the error term. CapStr refers to the 
four capital structure ratios previously mentioned. Only one will be used in every regression in order to avoid 
autocorrelation. 
Several methods will be used to test the static models considered: Pooled Ordinary Least Squares, Fixed 
Effects with n entity-specific intercepts, and Random Effects. The Hausman test will reveal the better model 
from the latter two. Finally, in order to correct the issues of heteroskedasticity and autocorrelation a final 
regression with necessary corrections will be estimated.Fixed effects models explore the relationships between 
independent variables and explained variable in separate entities, assuming that companies have their own 
characteristics that influence the relationships between variables. On the contrary, random effects models imply 
a random variation across companies, uncorrelated to explanatory variables. 
 
3.4 Descriptive statistics 
 
Table 1 presents the summary statistics of the variables used in the analysis. The average ratio of ROA is 
just below zero, showing that Romanian manufacturing companies have difficulties in using their assets 
efficiently. In terms of ROE, it seems that Romanian companies generate profit based on their shareholders’ 
investments.The mean of total debt ratio is 0.47, while long-term debt shows an average of 0.089 and short-
term debt is about 0.38.  
This indicates that analysed companies prefer liabilities over short periods of time. More than 12% of long-
term debt data is missing and above 25% of this sample is operating with zero long-term liabilities. This might 
affect the significance of results obtained from regressions including this variable. The average equity ratio is 
approximately 0.53, indicating that both internal and borrowed funds are used in fixed assets investments. 
Table 1. Descriptive statistic data 
 
Variable Obs Mean Std. Dev. Min Max 
roa 1490 -0.003 0.154 -1.384 2.041 
roe 1477 0.125 1.379 -8.68 25.941 
totd 1485 0.469 0.387 0.007 5.023 
lgtd 1387 0.089 0.169 0 1.7634 
shtd 1490 0.385 0.350 0 5.023 
te 1490 0.525 0.381 -4.070 1.066 
tang 1490 0.539 0.197 0.018 0.999 
tax 1491 0.177 0.382 0 7.993 
busrisk 1363 0.095 0.115 0 1.695 
liquid 1489 2.194 2.848 0.004 47.837 
infl 1568 8.275 3.042 4.9 14.1 
Tangibility ratio is on average 0.54, showing that manufacturing companies try to maintain an equilibrium 
between fixed and current assets. This means that manufacturing companies either own a low proportion of 
fixed assets, or they keep a high degree of cash, accounts receivable, inventory and other liquid assets. The 
second assumption is more appropriate for this case, considering the average liquidity of 2.19 that means that 
the proportion of current assets is so large that temporary debt only covers half of them. 
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3.5 Correlations 
 
The correlations between variables are presented in Table 2. High correlations can be observed between debt 
ratios, and between debt and equity ratios, but as long as only one of these variables is included in regressions, 
there will be no problems in the results returned. The correlations indicate that all three debt ratios have a 
negative impact on ROA and ROE, while shareholders’ equity is directly related to both performance variables. 
The proportion of fixed assets and business risk are indirectly correlated to the dependent variables. The rest of 
the control variables, tax, liquidity and inflation, vary in the same direction as performance. 
Table 2. Correlations between variables 
 
roa roe totd shtd lgtd te tang tax busrisk liquid infl 
roa 1 
roe 0.196 1 
totd -0.351 -0.094 1 
shtd -0.353 -0.106 0.869 1 
lgtd -0.079 -0.000 0.455 -0.030 1 
te 0.358 0.096 -0.983 -0.869 -0.446 1 
tang -0.204 -0.059 -0.164 -0.246 0.104 0.170 1 
tax 0.126 0.033 -0.019 0.006 -0.053 0.026 -0.123 1 
busrisk -0.001 -0.010 0.193 0.164 0.103 -0.194 -0.02 -0.152 1 
liquid 0.156 0.05 -0.449 -0.456 -0.091 0.44 -0.112 -0.053 -0.028 1 
infl 0.095 0.008 0.058 0.106 -0.072 -0.047 -0.090 0.115 -0.051 
-
0.082 1 
 
4. Results 
 
Unit-root tests were applied to the panel data in order to avoid spurious variables correlations. Due to 
missing values from the panel the only option available was the Fisher test. The hypothesis tested is that all 
panels contain unit-root and it was rejected, showing that all variables considered have a stationary trend. Table 
3 presents the main results returned by the regressions using one capital structure ratio as explanatory variable 
and capital structure determinants as control variables. The first columns report the results for Pooled Ordinary 
Least Squares (OLS), Fixed Effects (FE) and Random Effects (RE) regressions. Results from the final 
regression are included in column ‘Corrected’. 
 
4.1 The influence of capital structure on return on assets 
 
The OLS models indicate that total debt, short-term debt, equity, tangibility, tax and annual inflation rate 
explain the variation in return on assets. The debt ratios coefficients are negative and positive for equity. From 
the influential control variables, tangibility has a negative impact while the other two indicate positive 
relationships with ROA. Additionally, a direct influence from liquidity to performance can be observed in the 
regression using long-term debt. All four models were tested with fixed effects and random effects, and 
comparing these results, there are hardly any differences. However, in every ROA regression Hausman test 
indicated that fixed effects is more relevant for the sample considered, showing that differences between firms 
manipulate the relationships between the variables considered. The final step in this comparative analysis was 
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to consider a fixed effect model corrected for time-fixed effects, heteroskedasticity and autocorrelation. These 
results are further discussed.  
 
Table 3. Comparative analysis between multiple regressions results 
 
 Independent variable - ROA Independent variable - ROE 
 OLS FE RE Corrected OLS FE RE Corrected 
totd -0.210*** 
[0.011] 
-0.258*** 
[0.016] 
-0.219*** 
[0.012] 
-0.259*** 
[0.046] 
-2.028*** 
[0.499] 
-2.363*** 
[0.831] 
-2.028*** 
[0.499] 
-2.363** 
[1.124] 
tang -0.199*** 
[0.018] 
-0.319*** 
[0.031] 
0.228*** 
[0.021] 
-0.301*** 
[0.046] 
-2.329*** 
[0.852] 
-3.433** 
[1.556] 
-2.329*** 
[0.852] 
-3.432*** 
[1.056] 
tax 0.0401*** 
[0.009] 
0.033*** 
[0.009] 
0.036*** 
[0.009] 
0.032*** 
[0.011] 
0.421 
[0.421] 
1.291*** 
[0.477] 
0.421 
[0.421] 
1.291* 
[0.660] 
busrisk 0.049 
[0.032] 
0.223*** 
[0.077] 
0.073* 
[0.039] 
0.256 
[0.517] 
0.423 
[1.456] 
-3.653 
[3.822] 
0.423 
[1.456] 
-3.653 
[4.161] 
liquid -0.005*** 
[0.005] 
-0.002 
[0.019] 
-0.003** 
[0.001] 
-0.002 
[0.002] 
-0.024 
[0.072] 
0.005 
[0.097] 
-0.024 
[0.072] 
0.005 
[0.028] 
infl 0.006*** 
[0.001] 
0.006*** 
[0.015] 
0.006*** 
[0.001] 
0.007* 
[0.003] 
0.022 
[0.074] 
-0.019 
[0.076] 
0.022 
[0.740] 
-0.019 
[0.037] 
cons 0.151*** 
[0.019] 
0.216*** 
[0.026] 
0.167*** 
[0.021] 
0.213*** 
[0.054] 
1.868** 
[0.903] 
3.111** 
[1.324] 
1.868** 
[0.903] 
3.111** 
[1.273] 
F-test 86.91*** 60.11***  13.54*** 4.34*** 3.83***  3.59*** 
R-squared 0.2888 0.2488 0.2418 0.2591 0.0200 0.0208 0.0174 0.0208 
Wald chi2(6)   460.88***    26.05***  
Hausman 
chi(2)6 
  37.22***    49.09***  
lgtd -0.037 
[0.025] 
0.097*** 
[0.034] 
0.013 
[0.027] 
0.095 
[0.058] 
0.455 
[1.133] 
0.298 
[1.760] 
0.454 
[1.133] 
0.454 
[0.853] 
tang -0.115*** 
0.020 
-0.238*** 
[0.033] 
-0.155*** 
[0.024] 
-0.219*** 
[0.051] 
-1.587* 
[0.924] 
-2.928* 
[1.714] 
-1.587* 
[0.924] 
-1.587*** 
[0.587] 
tax 0.045*** 
0.012 
0.026** 
[0.013] 
0.035*** 
[0.012] 
0.024 
[0.015] 
0.512 
[0.054] 
1.068 
[0.658] 
0.512 
[0.546] 
0.512 
[0.344] 
busrisk 0.028 
[0.035] 
0.087 
[0.087] 
0.041 
[0.044] 
0.124 
[0.526] 
-0.339 
[1.587] 
-6.903 
[4.405] 
-0.339 
[1.587] 
-0.339 
[1.310] 
liquid 0.008*** 
[0.001] 
0.006*** 
[0.002] 
0.008*** 
[0.001] 
0.006** 
[0.002] 
0.117 
[0.073] 
0.091 
[0.104] 
0.116 
[0.073] 
0.116** 
[0.055] 
infl 0.005*** 
[0.002] 
0.005*** 
[0.001] 
0.005*** 
[0.001] 
0.005 
[0.003] 
0.014 
[0.078] 
-0.037 
[0.082] 
0.014 
[0.078] 
0.014 
[0.023] 
cons 0.0001 
[0.020] 
0.057** 
[0.027] 
0.016 
[0.021] 
0.055 
[0.073] 
0.331 
[0.906] 
2.031 
[1.396] 
0.331 
[0.906] 
0.332 
[0.270] 
F-test 17.14*** 15.68***  4.99*** 1.26 1.57  2.71** 
R-squared 0.0800 0.0870 0.0763  0.0064 0.0095 0.0061 0.0064 
Wald chi2(9)   97.39***    7.56  
Hausman 
chi(2)6 
  33.16***    6.29  
 Independent variable - ROA Independent variable - ROE 
 OLS FE RE Corrected OLS FE RE Corrected 
shtd -0.247*** 
[0.011] 
-0.258*** 
[0.015] 
-0.247*** 
[0.012] 
-0.259*** 
[0.041] 
-2.558*** 
[0.541] 
-2.195*** 
[0.788] 
-2.558*** 
[0.541] 
-2.194** 
[1.073] 
tang -0.228*** 
[0.018] 
-0.326*** 
[0.031] 
-0.250*** 
[0.021] 
-0.308*** 
[0.045] 
-2.692*** 
[0.862] 
-3.443** 
[1.556] 
-2.692*** 
[0.862] 
-3.443*** 
[1.062] 
tax 0.044*** 
[0.009] 
0.035*** 
[0.009] 
0.039*** 
[0.008] 
0.034*** 
[0.011] 
0.468 
[0.420] 
1.299*** 
[0.0467] 
0.468 
[0.420] 
1.299* 
[0.666] 
busrisk 0.054* 
[0.031] 
0.182** 
[0.075] 
0.068* 
[0.038] 
0.212 
[0.513] 
0.571 
[1.448] 
-4.208 
[3.774] 
0.571 
[1.448] 
-4.208 
[4.322] 
liquid -0.006*** 
[0.001] 
-0.003 
[0.002] 
-0.004*** 
[0.001] 
-0.002 
[0.002] 
-0.044 
[0.071] 
0.007 
[0.096] 
-0.044 
[0.071] 
0.0069 
[0.028] 
infl 0.007*** 
[0.001]] 
0.007*** 
[0.001] 
0.007*** 
[0.001] 
0.007* 
[0.003] 
0.028 
[0.073] 
-0.016 
[0.076] 
0.028 
[0.073] 
-0.016 
[0.036] 
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cons 0.160*** 
[0.019] 
0.199*** 
[0.025] 
0.169*** 
[0.020] 
0.199*** 
[0.056] 
2.079** 
[0.897] 
2.880** 
[1.300] 
2.079** 
[0.897] 
2.880** 
[1.197] 
F-test 102.46*** 66.19***  14.19*** 5.33*** 3.78***  3.63*** 
R-squared 0.3234 0.2669 0.2605 0.2759 0.0244 0.0205 0.0158 0.0205 
Wald chi2(9)   540.50***    31.98***  
Hausman 
chi(2)6 
  23.78***    18.96***  
te 0.215*** 
[0.011] 
0.274*** 
[0.016] 
0.227*** 
[0.012] 
0.274*** 
[0.048] 
2.074*** 
[0.502] 
2.462*** 
[0.845] 
2.074*** 
[0.502] 
2.074*** 
[0.463] 
tang -0.202*** 
[0.018] 
-0.325*** 
[0.031] 
-0.233*** 
[0.021] 
-0.309*** 
[0.045] 
-2.358*** 
[0.852] 
-3.471** 
[1.555] 
-2.358*** 
[0.852] 
-2.358*** 
[0.586] 
tax 0.039*** 
[0.009] 
0.034*** 
[0.009] 
0.036*** 
[0.009] 
0.032*** 
[0.011] 
0.417 
[0.421] 
1.290*** 
[0.476] 
0.417 
[0.421] 
0.417** 
[0.207] 
busrisk 0.053* 
[0.031] 
0.245*** 
[0.076] 
0.080** 
[0.039] 
0.274 
[0.513] 
0.454 
[1.455] 
-3.501 
[3.825] 
0.454 
[1.455] 
0.454 
[0.921] 
liquid -0.005*** 
[0.001] 
-0.003 
[0.001] 
-0.004** 
[0.001] 
-0.002 
[0.002] 
-0.023 
[0.071] 
0.002 
[0.096] 
-0.024 
[0.071] 
-0.024 
[0.027] 
infl 0.006*** 
[0.001] 
0.006*** 
[0.001] 
0.006*** 
[0.001] 
0.006* 
[0.003] 
0.019 
[0.073] 
-0.023 
[0.075] 
0.019 
[0.073] 
0.019 
[0.024] 
cons -0.057*** 
[0.018] 
-0.044* 
[0.026] 
-0.050** 
[0.019] 
-0.048 
[0.079] 
-0.132 
[0.834] 
0.748 
[1.307] 
-0.132 
[0.834] 
-0.132 
[0.199] 
F-test 89.83*** 64.71***  14.59*** 4.44*** 3.90***  4.75*** 
R-squared 0.2953 0.2625 0.2554 0.2713 0.0204 0.0212 0.0178 0.0204 
Wald chi2(9)   481.06***    26.62***  
Hausman 
chi(2)6 
  41.34***    12.43  
   ***, **, * Significant at 1%, 5% and 10% value respectively 
 
The corrected FE of the first model proved the same statistically significant variables influencing ROA: total 
debt, tangibility, tax and inflation with slightly bigger coefficients. Therefore, it can be assumed that the more 
debt firms employ the less profitable they will be. The income also decreases when companies own a large 
proportion of fixed assets, showing that Romanian manufacturing companies do not use their assets effectively. 
The direct impact taxes have on ROA indicates that companies are more profitable when facing the tax burden, 
probably because they are more careful in allocating their funds. Similarly, an increased inflation rate makes 
Romanian manufacturing companies more profitable in terms of their total assets. However, this can also mean 
that during times of high inflation firms divest their assets. From the second model including long-term debt as 
regressor, the corrected fixed effects equation returns a significant negative coefficient for tangibility and a 
positive one for liquidity. Therefore, Romanian companies perform better when they own less tangible assets. 
This assumption is confirmed by the liquidity coefficient showing that current assets offer opportunities for 
more profits. 
After using the corrected fixed effects model, the short-term debt maintains its negative impact on the return 
on assets indicator along with the proxies of tangible assets, tax and inflation, which remain statistically 
significant. In conclusion, firms from manufacturing industry are more profitable in terms of assets when they 
owe less on a temporary basis. From the control variables it is shown that return on assets is indirectly 
influenced by tangibility and positively related to tax and inflation. These are the same relationships identified 
in the previous model considering total debt as one of the independent variables. The consistent results were 
expected as long as most of the listed companies analysed owe a very small proportion of long-term debt, 
sometimes choosing only temporary liabilities. The corrected fixed effects regression using equity to total 
assets ratio determines the return on assets through equity, tangibility, tax and inflation. Tangibility is the only 
variable conducting a negative effect on the assets profitability. It can be said that companies are more 
profitable when they invest less in tangible assets and they maintain a high proportion of equity in their capital 
structure. Besides, whenever taxes or inflation are high, the return on assets increases. Evaluating the overall 
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significance of the model, all regressions are relevant, but the best to describe the impact on return on assets is 
a fixed effects model corrected for heteroskedasticity, autocorrelation and time fixed effects, which reveals the 
highest coefficients with their previously mentioned direction. 
 
4.2 The influence of capital structure on return on equity 
 
In relation to return on equity, from the models referring to debt ratios, only total debt, short-term debt and 
tangibility show a statistically significant impact, indicating negative coefficients in all models. On the 
contrary, equity has a positive impact on ROE. Tax was also found statistically significant for the variance of 
ROE, but not in all regressions. 
Although all the comparative regressions were used (OLS, FE, RE), the goodness of fit indicates that other 
variables should be considered in order to discover what leads to the variation in return on equity. Finally, the 
most appropriate method for this model is OLS, corrected to fulfill all linear regression assumptions. Based on 
the results mentioned, the more debt companies use and the more tangible assets they own, the less efficient 
they are regarding their shareholders’ money. From these relationships, it can be assumed that profits are 
affected by a higher degree of leverage and companies purchase fixed assets based on their internal funding. 
Nevertheless, it can also be assumed that investors are attracted by companies with investment opportunities 
and thus firms acquiring more fixed assets will raise more equity. A direct impact of tax on ROE means that 
whenever taxes rise, shareholders are reluctant to buy shares and thus the proportion of equity in Romanian 
manufacturing companies decreases. 
In the model including long-term debt, two variables were found statistically significant: tangibility with a 
negative impact, and liquidity with positive effect on ROE. In other words, the firms return more on 
shareholders’ investments when liquid assets exceed tangible ones. For the model trying to explain how 
Romanian manufacturing companies return more on the ownership interest of stock holders with the use of 
equity ratio and control variables, results are consistent with the previous findings: shareholders’ equity has a 
positive impact, while fixed assets have an opposite effect on the dependent variable. Additionally, the 
corrected OLS model returns tax as statistically significant. When taxes are high, manufacturing companies 
tend to invest less in order to retain their earnings. Another assumption would be that under the tax incidence, 
firms have lower profits and thus they are trying to raise more capital by attracting new investors. 
 
5. Conclusions 
 
Over the 2003-2010 period, the most profitable manufacturing companies were those maintaining a high 
proportion of equity in their capital mix, avoiding borrowed funds. Shareholders’ equity has a positive impact 
on performance indicators, while total debt and short-term debt have negative relationships with ROA and 
ROE. Long-term debt shows coefficients with fluctuating signs, and thus the results of these regressions are not 
always significant and consistent because a large part of this data is missing.  
Referring to tangibility, companies owning a large proportion of fixed assets register lower earnings. 
Considering that manufacturing sector assumes valuable investments and continuous development, a direct 
relationship between tangibility and performance would be expected. However, results indicate that Romanian 
manufacturing companies either do not use their assets effectively or they do not have sufficient internal 
funding to undertake profitable investments. Data provides information that companies barely use debt with 
long maturities. Moreover, sometimes they operate without long-term debt over a few years. Therefore, the 
decision of accessing borrowed funds for their growth opportunities would be an exceptional one.  
Taxes have a direct impact on performance indicators. Although higher taxation is expected to affect the net 
income, it seems that Romanian companies are more profitable when facing the tax burden, probably because 
they allocate their funds more effectively. Similarly, inflation has a positive impact on ROA. Although this 
1322   Sorana Vătavu /  Procedia Economics and Finance  32 ( 2015 )  1314 – 1322 
means that high profits are related to increased inflation rates, it is more logic to consider that during times of 
high inflation Romanian firms divest their assets. And this would also prove the negative relationship between 
tangible assets and performance: due to high inflation companies drop some of their fixed assets, consequently 
some costs, and register more profits. Taxes can greatly affect the relationship between equity and 
performance. Results showed that high taxation makes companies with larger equity ratios and limited fixed 
assets more profitable. This could mean that Romanian manufacturing companies are not motivated to grow, as 
they do not use their internal funding, nor do they access debt for future investments. Nevertheless, firms use 
debt when they are in financial difficulties, they face high business risks, or when they cannot settle due to their 
lack of cash.  
For a better understanding of how capital structure and financing decisions influence the financial 
performance of Romanian listed companies, future research should refer to various performance indicators. 
Besides, other variables should be identified in order to better describe the variation in return on equity. 
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